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TENTATIVE CONCLUSIONS
AND RECOMMENDATIONS OF THE
SPECIAL COMMITTEE ON
ACCOUNTING STANDARDS OVERLOAD

DECEMBER 23, 1981

A discussion paper issued by the
American institute of Certified Public Accountants
For comment from persons interested in accounting and reporting

M815094

NOTICE OF REQUEST FOR COMMENTS
The AICPA Special Committee on Accounting Standards Overload was formed to consider alterna
tive means of providing relief from accounting standards that are not found to be cost effective, particu
larly for small, closely held businesses, and to report thereon to the AICPA Board of Directors. This
discussion paper describes the committee’s deliberations to date, the evidence it has considered, and
the tentative conclusions and recommendations it has agreed to expose for public comments.
The issues related to “accounting standards overload” and the implications of the various possible
solutions are complex and controversial, thus, as noted in the paper, making it difficult to reach con
sensus on a program of action. Accordingly, the committee emphasizes its need for comments and sug
gestions accompanied by underlying reasons from issuers, preparers, and users of financial
statements— especially those who can speak from the perspective of small, closely held businesses— as
well as from independent accountants. Such comments and suggestions may have a significant influence
on the committee’s final conclusions. In particular, the committee solicits the views of respondents on
the usefulness of financial statements prepared on the income tax basis of accounting.
This discussion paper has been distributed to certain organizations concerned with regulatory, su
pervisory, or other public disclosure of financial activities and to persons who have requested copies. It
has also been sent to practice offices of CPA firms, members of AICPA Council and technical committee
chairmen, state society and chapter presidents, directors, and committee chairmen. Independent ac
countants are encouraged to discuss this paper with their clients, lending officers, and other users of
financial statements. Copies are available from the AICPA order department.
Written comments should be received by May 31, 1982, and should be addressed to—
Thomas W. McRae, CPA
American Institute of CPAs
1211 Avenue of the Americas
New York, New York 10036
File Ref. No. 4326
Copies of written comments will be available for inspection at AICPA offices in New York City after
June 15, 1982.
For convenience in responding, a postpaid mailer is attached to this discussion paper.

Tentative Conclusions and Recommendations of the Special Committee on
Accounting Standards Overload
INTRODUCTION
1. The AICPA Special Commit
tee on Small and Medium Sized
Firms (Derieux committee) recom
mended the appointment of a special
com m ittee to “study alternative
means of providing relief from ac
counting standards which are not cost
effective for small businesses”:
The Committee recognizes that com
panies currently can report using the
cash basis, the modified cash basis or
the income tax basis of accounting.
However, these accounting methods
frequently do not meet the needs of
users. Also, we have noted a lack of
uniform guidance on the use of these
methods.
Along with any other form of relief,
we recommend that the special com
mittee study the possible further de
velopment of the comprehensive basis
of accounting concept. . . . Such a ba
sic accounting method should be capa
ble of meeting the needs of owners,
credit grantors, and other users of
sm aller com panies’ financial state
ments. 1

2. The AICPA Board of Directors
considered the report of the Derieux
committee and proceeded to imple
ment most of its recommendations.
To implement the Derieux commit
tee s recommendation on accounting
standards, the board established the
AICPA Special Committee on Ac
counting Standards Overload and
gave it this charge:
To study accounting standards over
load and to consider alternative means
of providing relief from accounting
standards which are found not to be
cost effective, particularly for small,
closely held businesses, and to report
thereon to the board of directors.
In developing its recommendations,
the special committee should—
• Discuss with representatives of the
FASB progress being made on the
boards project on “Financial State
ments and Other Means of Financial
Reporting— Small and Closely Held
Business Enterprises.”

1Report of the Special Committee on Small and
Medium Sized Firms (New York: AICPA,
1980), p. 13.

• Consider the August 1976 AICPA
document, Report o f the Committee

on Generally Accepted Accounting
P rin cip les f o r S m aller a n d /o r
Closely Held Businesses.
• Consider existing means for obtain
ing relief from the requirements of
GAAP— the availability and useful
ness of “other comprehensive bases
of accounting” (SAS 14) and of a spe
cial compilation report for financial
statements that omit substantially all
of the disclosures required by GAAP
(SSARS 1).
• Consider when and how to solicit
views from users of the financial
statements of small and closely held
businesses.
• Expose its recommendations to the
public for comment.
The committee’s report should discuss
the alternative means of providing re
lief that it has identified and its reasons
for adopting or rejecting each alterna
tive. Its report should be in detail
sufficient to enable the AICPA Board of
Directors to implement the recom
mendations without further work. For
example, if the committee concludes
that uniform guidance is needed with
resp ect to another com prehensive
basis of accounting, whether existing
(for example, modified cash basis) or
new (such as modified accrual basis), it
should provide that guidance. Also, if
the committee concludes that there is a
need to deal with this subject on an on
going basis, it should recommend an
appropriate structure for that purpose.

Scope of Charge
5. The charge to the committee
is to consider alternative means of
dealing with accounting standards
overload, with emphasis on small,
closely held businesses. The commit
tee has not considered in depth
whether segments of the profession
and of the business community are
unnecessarily burdened by too many
standards or regulations of other
types, such as auditing standards or
income tax regulations.

Existence of an Accounting
Standards Overload
6. The charge clearly implies
that the committee should not spend
its time determining whether there is
an accounting standards overload
but, rather, should deal with an over
load that, at a minimum, is perceived
to exist by a significant segment of the
profession and of the business com
munity. The committee discussed
and accepted that limitation on its
work.

IMPLICATIONS OF THE
COMMITTEE'S CHARGE

7. The need for accounting stan
dards is nearly universally recog
nized among financial executives of
large and small businesses, public
accounting firms of all sizes, the se
curities industry and institutional
investors, the financial media, acade
micians, and government officials.
An overwhelming majority of those
groups believe that the responsibility
for e s ta b lish in g such standards
should remain in the private sector.2
However, existing research indicates
that views in the profession are mixed
about the existence of accounting
standards overload and on alternative
solutions to the problem, particularly
as it relates to small or nonpublic
companies. For example, research
indicates that CPAs, regardless of the
sizes of their firms, nearly unani
mously support differential disclo
sure for large and small or for public

4. The com m ittee’s charge is
stated in broad terms. An analysis of
the charge and its implications fol
lows.

2Louis Harris and Associates, Inc., A Study of
the Attitudes Toward and an Assessment of
the Financial Accounting Standards Board
(Stamford, Conn.: FASB, 1980), p. 1.

3. This discussion paper d e
scribes the committee’s deliberations
to date, the evidence it has consid
ered, and its tentative conclusions
and recommendations. The commit
tee recognizes that its recommenda
tions represent only a partial solution
to the accounting standards overload
problem and that the problem is one
that should be resolved by the Finan
cial Accounting Standards Board on a
timely basis.

3

4
and nonpublic companies. In addi
tion, a significant minority of CPAs
also believes that the generally ac
cepted accounting principles (GAAP)
governing measurement (not just dis
closure) that apply to public com
panies should differ from those that
should apply to nonpublic com 
panies.3 Further, many in the profes
sion object to the reporting require
ments imposed on CPAs associated
with financial statements that do not
conform with GAAP, which they
view as part of the problem.
8. As noted above, a significant
minority of practitioners believe that
existing generally accepted account
ing principles are not designed to
serve the various needs of the users of
the financial statements of small or
nonpublic companies. They believe
that the principal users of the finan
cial statements of those companies
a re g e n e ra lly o w n ers, o w n ermanagers, and the principal lenders
to those companies and that those
users have little interest in or under
standing of information that is pri
marily aimed at financial analysts or
public stockholders.4 Evidence also
indicates that in practice units that
primarily serve small or nonpublic
companies, existing GAAP increases
the cost of providing accounting,
compilation, review, and audit ser
vices.
9. A d d itio n a l r e s e a r c h on
whether there is an accounting stan
dards overload and whether given ac
counting standards are cost effective
is not necessary to justify action by
the profession. There is a real prob
lem in that, at a minimum, wide seg
ments of the profession and the busi
ness community believe there is an
accounting standards overload. The
strength of this perception creates
disillusionment, weakens support for
standard-setting bodies, and contrib
utes to failures to comply with GAAP.
The problem is compounded by the
3Harold E. Arnett and Paul Danos, CPA Firm
Viability.
4Report of the Committee on Generally Ac
cepted Accounting Principlesfor Smaller and/
or Closely Held Businesses (New York:
AICPA, 1976), p. 10.
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array of regulatory and other ac
counting requirements, such as in
come tax regulations and special in
dustry reporting requirements. It is
clea rly ap p ro p riate to con sid er
means of dealing with this problem.
10. The committee’s conclusion
is based on a reasonable assessment
of the present state of affairs. In
reaching its conclusions, the commit
tee has benefitted from the findings
of predecessor groups, the results of
previous research, consultations with
others, and the experience of its
members.
11. The conclusion that addi
tional research is not needed before
acting on the committee’s charge is
not a conclusion that continuing re
search on the broad problem is not
needed. For example, researchers
should consider these matters:
a. W hether and to what extent the in
formation needs of users of finan
cial statements of small or closely
held businesses differ from those of
users of financial statements of
large, publicly owned businesses
b . The factors that influence the
benefits and costs of providing
financial information for small or
closely held businesses
12. For those purposes, there is a
need for a major research effort that
spans the range of small and closely
held businesses and includes feed
back from the various users of finan
cial statements. The FASB should
spearhead and coordinate such an ef
fort to provide a basis for a long-term
solution, which is ultimately its re
sponsibility.

Nature of Recommendations
13. The committee’s charge re
quires it to provide recommenda
tions in sufficient detail to be imple
m ented by the AICPA Board of
Directors. That implies that the com
mittee’s recommendations should be
made to the board of directors with
out obtaining clearance from other
AICPA committees or other bodies.
However, during the exposure of its
tentative conclusions, the committee

will discuss the issues with the fol
lowing AICPA committees and will
consider their views in preparing its
final report.
• The accounting standards execu
tive committee
• The auditing standards board
• The accounting and review ser
vices committee
• The private companies practice
section (PCPS) executive commit
tee and its technical issues com
mittee
• The small business committee
The committee also plans to discuss
the issues with representatives of the
FASB and various user groups and to
consider their views in preparing its
final report.
SCOPE OF THE PROBLEM
14.
Accounting standards over
load may be viewed in one or more of
the following ways:
a. Too many standards
b. Standards that are too detailed
c. An inability to be selective in the
application of standards
d. Failure to provide for differences
in the needs of preparers, users,
and CPAs
e. Failure to provide for differences
between (i) public and nonpublic
entities, (ii) annual and interim fi
nancial statements, (iii) large and
small enterprises, and (iv) audited
and unaudited financial statements
f . Excessive disclosures, complex
measurements, or both
All of these factors, together with ex
isting reporting requirements, are
part of the problem. (The committee
did not view the problem from the
perspective of those who may be un
willing to keep up with develop
ments in professional standards.)
However, although some of those fac
tors apply in all circumstances, the
committee has concluded that its ef
forts should focus on the problem
from the perspective of the small or
closely held business. To do other
wise would add almost insurmount
able obstacles to the tasks of achiev
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ing consensus within the committee
and of obtaining support from those
who would be affected by its recom
mendations.
THE PROBLEM IN PERSPECTIVE
15. Over the past several years,
there has been increasing concern
about the proliferation of GAAP, par
ticularly as it affects small or closely
held businesses and the CPAs who
serve those businesses. The concerns
have been formulated and expressed
in various ways. But however formu
lated and however expressed, the es
sen ce has always b een that the
growth in the number, specificity,
and complexity of accounting stan
dards is becoming more burdensome
to significant numbers of preparers,
users, and auditors of financial state
ments. As a result, several actions
and initiatives have been taken by
various bodies on several fronts. The
committee reviewed and assessed
the actions and initiatives taken in
the recent past as an essential starting
point of its study, even though those
actions and initiatives have not been
wholly successful.

Causes of the Problem
16. The increasing specificity
and complexity of generally accepted
accounting principles have caused
continuing concern and mounting
frustration for businesses, especially
small businesses, and for the CPAs
who serve them. With only minor ex
ceptions, GAAP requirements have
been mandated without any distinc
tion based on size of companies or the
types of owners or users of their
financial sta tem en ts. T h e same
GAAP requirements are mandated
for a small business as are mandated
for the largest business.
17. Many observers believe that
GAAP should not be applied in a uni
form manner to all businesses, be
cause that imposes an intolerable
burden on many companies and the
CPAs who serve them.
18. The m ajor source of the
difficulty has been that accountants

have attempted to satisfy the needs of
various groups with general-purpose
financial statements presented in
conformity with GAAP, which are in
tended to serve at least some of the
in form ational needs o f all user
groups. However, many believe that
accounting standards are usually de
signed from the perspective of inves
tors and creditors in public enter
prises. They believe that orientation
has led to some disclosure require
ments and measurement principles
that have little relevance to users of
the financial statements of small or
closely held businesses.
19. An ultimate solution must
consider whether and to what extent
the needs of users of financial state
ments of small or closely held busi
nesses differ significantly from the
needs of users of the financial state
ments of large public companies. It is
now widely agreed that serving the
needs of users of financial statements
is, or should be, the primary objec
tiv e o f financial rep ortin g. The
FASB’s Statement of Financial Ac
counting Concepts no. 1, O bjectives
o f Financial R eporting by Business
E n terprises, states that users’ needs
should receiv e the primary em 
phasis:
Financial reporting should provide in
formation that is useful to present and
potential investors and creditors and
other users in making rational invest
ment, credit, and similar decisions.
The information should be compre
hensible to those who have a reason
able understanding of business and ec
onomic activities and are willing to
study the information with reasonable
diligence.

There is less agreement on the extent
to which that objective is achieved in
the current reporting environment.
Further, some question whether the
stated ob jectiv e adequately con
siders differences between the needs
of users of the financial statements of
small or closely held businesses and
those of large public companies.
20. The problem might be more
easily dealt with if only one body
were involved in the development of
GAAP and related disclosures. How
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ever, in the present environment,
the FASB, the Securities and Ex
change C om m ission (S E C ), the
AICPA, including the accounting
standards ex ecu tiv e co m m ittee
(AcSEC) and the auditing standards
board (ASB), and, to some extent.
Congress influence the development
of GAAP. In addition to its statutory
oversight role in the establishment of
accounting principles, the SEC di
rectly establishes disclosure require
m ents that may becom e part of
GAAP and often overlap and extend
the reporting requirem ents p re
scribed by the FASB and its prede
cessor bodies. Although those SEC
requirements are clearly intended
for, and designed to serve, the needs
of users of the financial statements of
companies that register their securi
ties with that agency, and not small,
closely held companies, they unduly
affect financial reporting for small,
closely held companies. Congress,
too, influences the actions taken by
standard setters; its position on ac
counting for the investm ent tax
credit and enactment of the Foreign
Corrupt Practices Act are examples
of that.
21. Some auditing standards pron o u n c e m e n ts h ave also had a
significant effect on GAAP disclo
sures. Although auditing standards
are intended to govern CPAs in the
conduct of audits and in reporting on
financial statements, Statements on
Auditing Standards established the
accounting guidelines for subsequent
events and related-party transac
tions.

Results of the Problem
22. A large number of rules gov
erning the preparation of financial
statements have been issued since
the mid-1960s. Many of those rules
involve complex reporting require
ments, for example, rules requiring
the statement of changes in financial
position and rules relating to leases,
pensions, and deferred taxes. Small
or closely held companies and the
CPAs who serve them should accept
the additional costs and responsibili
ties of those requirements if the users

6
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report urged prompt action on these
auditing standards. The issuance in
recommendations:
1976 of the R eport o f the Com m ittee
(the Werner committee) on G en er
• The Financial Accounting Standards
ally A ccep ted Accounting Principles
Board should develop criteria to dis
f o r S m a ller a n d /o r C lo sely H eld
tinguish disclosures that should be
Businesses was a significant event in
required by GAAP, which is applica
23.
Because the rules often re the profession’s efforts to come to
ble to the financial statements of all
quire presentation of complex data
grips with an emerging problem.
e n titie s , from d isclo su res th at
that require CPAs to provide their
merely provide additional or analyti
cal data. (Some of these latter disclo
clients with assistance that is exten
26.
In March 1975, as part of its
sures may, however, still be re 
sive and costly, m anagements of
study, the Werner committee distrib
quired in certain circumstances for
smaller businesses often forego prep
uted over twenty-thousand copies of
certain types of entities.) The crite
aration of other data that they and
a discussion paper for comment. The
ria should then be used in a formal
other users with a management per
basic question raised in the paper was
review of disclosures presently con
spective would find more relevant to
whether any differences in the appli
sidered to be required by GAAP and
their needs. For example, such users
cation of generally accepted account
should also be considered by the
may be interested in operating infor
ing principles are appropriate. If re
Board in any new pronouncements.
mation and statistics and explana
spondents gave a positive answer to
. . . [The report also included sug
tions of variances from planned or
the basic question, they were asked
gested criteria. ]
budgeted results— types of informa
to address three additional questions:
• Disclosures are required by the Se
tion that are not ordinarily included
curities and Exchange Commission
a. On what basis should different ap
in general purpose financial state
on the basis of its review of informa
plications be determined?
tion available to it and in accordance
ments. Moreover, some believe that
b. What differences would be appro
with the authority granted by Con
information mandated by GAAP has
priate?
gress with respect to financial state
reached a point of volume and detail
ments of issuers whose securities are
c. What impact would the differences
that is confusing to many, if not most,
publicly
traded. Accordingly, the
have on the independent CPA?
financial statement users.

of the financial statements of those
companies and the general public re
ceive benefits that exceed those costs
and if there is no less costly way to
provide the same or similar benefits.

24. The requirements concern
ing CPA involvement usually mean
that disclosures similar to those re
quired by GAAP must be made in
financial statements with which a
CPA is associated or that the CPA
must use language in his report that is
perceived by some as impugning the
integrity of the information or of
management itself. Thus, although a
large company with its own account
ing staff is free to prepare interim or
special-purpose financial statements
that meet its needs, those statements
often omit disclosures required by
GAAP or otherw ise depart from
GAAP. However, a small, nonpublic
company that relies on a CPA for
those accounting services is effec
tively disadvantaged because of the
CPA’s reporting requirements.

The Werner Committee's Report
25. In response to the mounting
concern of CPAs whose clients were
primarily small or closely held com
panies, the AICPA in 1974 initiated a
study of the application of GAAP to
those companies with the objective of
proposing changes in accounting and

The paper discussed the implications
of those questions but did not present
conclusions. The responses reflected
the views of a wide spectrum of the
profession.
27. The Werner committee’s Au
gust 1976 report stated that small and
closely held businesses, and some
businesses that are neither, perceive
that they have problems in present
ing financial statements that conform
with all the requirements of GAAP.
However, the committee found that
CPAs were split in their reaction to
two sets of GAAP, with a majority re
jecting separate GAAP for small busi
nesses on several grounds, not the
least of which was that it would make
reports prepared on that basis seem
inferior.
28. The Werner committee’s ma
jo r conclusion was that the same mea
surement principles should be ap
plied in the general-purpose financial
statements of all entities but that re
quired disclosures in financial state
ments should be distinguished from
those that merely provide additional
or analytical data. The committee’s

commission should avoid in its pro
nouncements any implicit or explicit
language that may be interpreted as
establishing GAAP.
• The AICPA Auditing Standards D i
vision should reconsider pronounce
ments concerning a CPA’s report on
(a) unaudited financial statements,
including those accompanied by an
“internal use only” disclaimer, (b)
financial information presented on
prescribed forms, and (c) interim
financial statements of smaller and/
or closely held businesses.

29. The report also included the
following observation:
The committee also believes that the
Financial Accounting Standards Board
should amend APB Opinion No. 15 to
require only publicly traded com 
panies, as that term is defined in APB
Opinion No. 28, to disclose earningsper-share data. This disclosure is
clearly not relevant to most companies
whose shares are not publicly traded,
and this recommendation does not, in
the committee’s view, require substan
tial research before it can be imple
mented.

30. That report has led to some
significant actions by concerned
bodies. In concept, at least, its major
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r e c o m m e n d a tio n s h a v e b e e n
adopted and are being implemented.
But to the extent that it has been suc
cessful, success has been temporary;
new grievances are continually sur
facing.

Subsequent Developments
31. The FASB was, frankly, slow
to act. The AICPA, sensitive to the
concerns of a significant number of its
members, prodded the FASB for
action and considered alternative
means of providing relief. As time
passed, the FASB began to consider
the problem seriously and became
more amenable to providing relief.
32. In D e ce m b er 1976, four
months after the Werner committee’s
report was issued, the board released
FASB Statement no. 14, Segment R e
porting. In the discussion of the basis
of its conclusion in that statement,
the board stated that it “neither re
jects nor accepts the recommenda
tions of the [Werner] Committee.”
However, the views expressed on the
issues raised in the report appeared
to reject completely its recommenda
tions, leaving little ground for hope.
The board stated that it
continues to believe that there are no
fundamental differences in the types of
decisions and the decision-m aking
processes of those who use the financial
statements of smaller or privately held
enterprises. Many small or privately
held enterprises operate in more than
one in d u stry or co u n try or re ly
significantly on a single or a few major
customers or export sales. Information
of the types required to be disclosed by
this Statement is as important to users
of the financial statements of those en
terprises as it is to users of the financial
statements of larger or publicly held
enterprises. Accordingly, this State
ment applies to all enterprises, regard
less of their size or whether their secu
rities are publicly traded.

The inclusion of that statement in a
standard that epitomized to many the
application of unnecessary and bur
densome disclosure requirements to
small and nonpublic companies cre
ated a significant controversy.
33.

The controversy was further

heightened by a May 1977 speech by
Marshall Armstrong, then chairman
of the FASB, which caused many to
doubt whether the FASB would ad
dress the concerns in the Werner
c o m m itte e ’s re p o rt. A rm strong
stated:
The Board is attempting to provide a
general pattern of reporting for multi
purpose financial statements. Admit
tedly, this may result at times in the
disclosure of more data (some of it of
doubtful utility) than would occur if the
standards were tailored for each enter
prise; but if the option of employing
custom-made standards were availa
ble, it seems certain that only utter
chaos would ensue. . . . But, of course,
that option is not available. . . . In the
long run, after all the ramifications of
this perplexing problem have been ex
plored, it may well be that the only
practical solution is to exempt certain
companies from having to adhere to
the standard issued by the FASB. The
basis for such an exemption would have
to be arbitrary. There is no rational
justification for insisting that the pro
tection afforded by. the disclosures re
quired under Board pronouncements
should be provided to investors in one
type o f business entity but not to
others.

34. Because of those develop
ments, the AICPA urged the FASB to
indicate what action it planned to
take and its timetable for such action.
The FASB’s only concrete action was
a proposal that a conference of thirty
to forty persons at a high level be con
vened early in 1978 to address the
problem. The W erner com m ittee
unanimously agreed that proposal
was inadequate and expressed the
view that sufficient research and con
sideration had already been given to
the issues, that action rather than
more debate was needed, and that
action should not await the results of
tests of the criteria recommended in
its 1976 report.
35. In a report to the AICPA
Board of Directors, the Werner com
mittee stressed the need for a timely
solution and proposed alternative
actions that the AICPA should take if
the FASB continued to refuse to act:
The necessity for small and closely held
businesses to conform with disclosure
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requirements that are not appropriate,
in the circumstances of those busi
nesses represents a threat to the unity
and vitality of the public accounting
profession. In the absence of relief by
established institutions, the possibility
exists that other, undesirable avenues
of relief may be sought. They could
range from silent disregard of stan
dards, to the abandonment of GAAP
through the adoption of other compre
hensive bases of accounting, such as
the income tax basis, to secession from
the Institute of firms that have small
and closely held businesses as clients
and the establishment of new institu
tions more responsive to their needs.
The C om m ittee b eliev es that the
growth of disclosure requirements un
der GAAP has now reached the point at
which the problem is critical. A sound
solution now could benefit all parties,
including the public, businesses, and
all public accountants. Delay or ob
struction could result in developments
detrimental to all parties.
The Committee believes that the
AICPA should provide relief if the
FA SB w ill not provide a tim ely,
definitive solution to the problem.

The Werner committee concluded
that the Institute could not provide
relief by simply applying the recom
mendations in its 1976 report, since
those recommendations were de
signed to be carried out by the FASB.
The Werner committee agreed that
ways for the Institute to provide re
lief other than those recommended
in its report should be sought.
36. The Werner committee con
sidered the possibility that the prob
lem could be solved by amending the
auditor’s standard report, but it found
that solution to be in ad eq u ate,
largely because the auditor’s report
would have to refer to accounting
principles for small and closely held
b u sin e sse s, not to GAAP. T h e
W erner com m ittee believed that
such an auditor’s report could be in
terpreted as indicating that the finan
cial statements were inferior to those
that conform with GAAP.
37. The Werner committee con
cluded that a feasible alternative to
action by the FASB would be to give
the AICPA Accounting Standards Ex
ecutive Committee the authority to
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identify disclosure portions of pro
nouncements on financial accounting
standards that are not appropriate in
the circumstances of specified en
tities whose capital stock is not pub
licly traded and to provide that the
financial statements of those entities
can be described as conforming with
GAAP without making the disclo
sures specified.
38. The Werner committee rec
ognized that the AICPA Council
would need to pass a resolution to
give AcSEC the required authority
and suggested language for such a
resolution in its report to the AICPA
Board of Directors. However, the
committee recommended that action
be deferred to allow time for the
FASB to take definitive action. Be
cause of the developments described
in the following paragraphs, the
Werner committee’s alternative solu
tion was never implemented.
3 9 . T h e in i t i a t i v e s by th e
AICPA’s Committee on GAAP for
Smaller and/or Closely Held Busi
nesses were followed by significant
FASB actions that were responsive to
the problem. In February 1978, the
FASB issued an exposure draft of pro
posed amendments to APB Opinion
15 and FASB Statement no. 14 to sus
pend the requirements of those state
ments for nonpublic companies to re
port earnings-per-share and segment
information. The final statem ent,
FASB Statement no. 22, was issued
in April 1978.
40. In the February 1978 expo
sure draft, the FASB announced that
it had added to its agenda a major
p ro ject to con sid er estab lish in g
guidelines for (a) distinguishing be
tween information that should be dis
closed in financial reporting other
than financial statements and (b ) dis
tinguishing between disclosures that
should be required for all enterprises
and disclosures that should be re
quired of only certain designated
types of enterprises. The FASB indi
cated that special attention would be
given in that project to the financial
statements and financial reporting of
small or closely held companies. As a
result of that project, the FASB is
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sued an invitation to comment enti
tled Financial Statem ents an d O ther
M eans o f Financial R eporting in May
1980.
41. In Statement of Financial Ac
counting Concepts no. 1, issued in
N ovem ber 1978, the FA SB an
nounced the expansion of its mission
beyond accounting standards for
financial statements to the broad area
of financial reporting. The FASB
stated:
The objectives in this Statement per
tain to financial reporting and are not
restricted to information communi
cated by financial statem ents. Al
though financial reporting and finan
cial statements have essentially the
same objectives, some useful informa
tion is b etter provided by financial
statements and some is better pro
vided, or can only be provided, by
means of financial reporting other than
financial statements. . . . The Board
will draw boundaries, as needed, in
other parts of the conceptual frame
work or in financial accounting stan
dards.

The expansion of the FASB’s role to
include the broad area of financial re
porting has significant implications
for the whole range of public account
ing and financial reporting practices
and is particularly significant for
small and closely held companies.
42. In D e ce m b e r 1978, th e
FASB issued an exposure draft of its
first standard on information to be re
ported outside the financial state
m ents, F in a n c ia l R ep o rtin g a n d
C h a n g in g P ric es. T h e proposed
statement “would require certain
large, publicly held enterprises to
disclose supplementary information
about the effects of changing prices”
but “no changes would be made in
the basic financial statements.” The
final Statement, FASB Statement no.
33, issued in September 1979, ap
plies only to public enterprises that
have either (a) inventories and prop
erty, plant, and equipment (before
deducting depreciation) of more than
$125 million or (b ) total assets of more
than $1 billion. It requires supple
mentary current cost and constant
dollar information to be presented in
published annual reports outside of

the primary financial statements. It
does not require changes to be made
in the primary financial statements.
43. The FASB has established a
permanent advisory committee of
the Financial Accounting Standards
Advisory Council (FASAC) to deal
with issues relating to small busi
nesses and the CPAs who serve them.
The FASB recently expanded the ad
visory committee to include repre
sentatives of organizations concerned
with the interests of small busi
nesses. The purpose of the advisory
committee is to monitor the FASB’s
actions and to assure communication
to the FASB of the views of all those
concerned with financial reporting
by small businesses.
44. Within its broad project on
the conceptual framework of ac
counting the FASB has on its agenda
a project on financial reporting by
private and small publicly owned
companies. Under that project, the
FASB issued an invitation to com
ment in November 1981 and is work
ing with others in a research effort to
obtain facts about the information
needs of users of financial statements
of private and small publicly owned
companies and the costs that those
companies incur in providing various
kinds of financial information. In that
connection, the FASB is sponsoring a
study by a professor at the University
of Florida and expects to issue the
results of that study in a research re
port in late 1982.
45. The AICPA also has acted in
ways that are responsive to the con
cerns of a significant number of prac
titioners. In D ecem ber 1976, the
AICPA Auditing Standards Execu
tive Committee, predecessor of the
AICPA Auditing Standards Board, is
sued Statement on Auditing Stand
ards (SAS) no. 14, Special R eports,
that establishes standards for audi
tors’ reports on—
a. Financial statements prepared in
accordance with a comprehensive
basis of accounting other than
GAAP
b. Specified elements, accounts, or
items of a financial statement
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c. Compliance with aspects of con
tractual agreements or regulatory
requirements related to audited
financial statements
SAS no. 14 was viewed by many as an
indirect provision of relief to small
businesses from the burdens of com
plying with GAAP by modifying
standards for auditors’ reports on
non-GAAP financial statements and
oth er financial inform ation with
which the CPA is associated.
46. Another significant response
of the AICPA was the establishment
of the AICPA Accounting and Review
Services Committee (ARSC). The
AICPA established the committee as
a senior technical committee in 1977
in response to continuing criticism by
local practice units of the profession’s
standards for CPAs when they are as
sociated with unaudited financial
statements of nonpublic companies.
The objective of the ARSC is to de
velop procedures and standards of re
porting by CPAs on the types of ac
counting and review services a CPA
may render in connection with unau
dited financial statements and other
unaudited financial information of
nonpublic entities. The first pro
nouncement of ARSC, Statement on
Standards for Accounting and Re
view Services (SSARS) no. 1, Compi
lation an d Review o f Financial State
m en ts, issued in Jan uary 1979,
provides for reports that describe un
audited services in a more positive
manner. SSARS no. 1 also does away
with the “restricted use” disclaimer,
since such restrictions were often ig
nored by clients.
47. The establishment of ARSC
to issue such standards is a recogni
tion by the AICPA that nonpublic
companies often have a need for ser
vices from CPAs that are different
from the needs of public companies.

Remaining Problems
48. Some disclosure req u ire
m en ts, such as th o se to rep o rt
earnings-per-share and segment in
formation, have been eliminated for
n o n p u b lic com p an ies by FA SB
actions. But other vexing problems

remain. Among the requirements
frequently identified as unnecessar
ily burdensome to small, nonpublic
companies are those relating to the
statement of changes in financial po
sition, contingencies, tax allocation,
leases, pensions, business combina
tions, capitalization of interest, and
related-party transactions. Some of
the arguments that have been made
concerning these requirements are
summarized below.
49. Some accountants argue that
the statement of changes in financial
position required by APB Opinion
no. 19 has little meaning for nonpub
lic companies. They contend that
changes in financial position of those
companies usually consist only of op
erations and acquisitions of assets and
that clients view the presentation of
such information in a separate state
ment as a device to increase account
ing fees.
50. Some argue that the require
ments of FASB Statement no. 5 for
loss contingencies are unnecessarily
burdensome for small and nonpublic
companies. They contend that since
contingent losses depend on the like
lihood of future events, estimating
the potential loss is often complex,
time-consuming, and costly. They
b eliev e that for nonpublic com 
panies, the cost of determining the
accrual for loss contingencies, as op
posed to simple disclosure, is not
justified by the benefits obtained.
51. The intricacies of tax alloca
tion and related disclosures are often
cited as an unnecessarily burden
some requirement for small and non
public companies. Moreover, many
believe that APB Opinion no. 11, A c
counting f o r In com e Taxes, is based
on a faulty concept that increases the
complexity of income tax accounting.
They believe that the income tax ex
pense should be determined under
the liability concept, contending that
experience has shown that the liabil
ity concept would produce financial
statem ents of significantly more
meaning to preparers and users and
would, at the same time, significantly
reduce the costly effort now required
to account for income taxes.
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52. Lease reporting by both les
sors and lessees has long been a prob
lem that is troublesome to small and
nonpublic companies. With its de
tailed approach to the problem and
its extensive disclosure req u ire
ments, FASB Statement no. 13 com
pounded the problem. The calcula
tions involved can be quite lengthy
and complex. Many companies and
their accountants find it costly to
comply with present lease reporting
requirements. Small or nonpublic
companies frequently argue that sim
ple disclosure of lease commitments
adequately meets the needs of users
of their financial statements or that
the rules for capitalization should, at
least, be greatly simplified. Since the
requirements of FASB Statement no.
13 on accounting for leases and its
amendments and interpretations are
viewed as unnecessarily burden
some, especially for small, nonpublic
companies, many believe that the
FA SB should seriously consider
whether those requirements repre
sent a prime example of measure
ment principles that are not cost ef
fective. They also believe that the
FASB should consider, for example,
requ iring capitalization only for
leases with a term in excess of a
specified number of months or re
quiring only disclosure of the nature
of leased property and of the terms of
leases.
53. Pension disclosures under
APB Opinion no. 8, like lease disclo
sures, are frequently viewed as un
necessarily burdensome to small and
nonpublic companies. Those disclo
sures were substantially expanded by
FASB Statement no. 36, D isclosure
o f Pension Inform ation, issued in
May 1980.
54. Companies of all types and
sizes engage in business combina
tions. However, the pro forma disclo
sures mandated by APB Opinion no.
16 are believed by many to be irrele
vant to the users of the financial state
ments of a nonpublic company. They
believe that those disclosures are
expensive to develop and that the
requirements for them in all cir
c u m s ta n c e s
m e rit c a r e fu l
reconsideration.
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55. Others have cited the appli
cability to small, nonpublic com
panies of FASB Statement no. 34 on
interest capitalization and believe
the application of that statem ent
should be reconsidered. They con
tend that lenders are the major out
side user group of the financial state
ments of small, nonpublic companies
and that capitalized in terest is a
prime example of the type of asset
that is not considered by lenders in
evaluating the financial condition of
such companies. They argue that
FASB Statement no. 34 is an account
ing principle developed as a response
to unusual, sophisticated problems
and has little relevance to the small,
nonpublic company.
56. Many companies have also
complained about the disclosures of
related-party transactions required
by SAS no. 6. Those disclosures in
clude the nature of the relationships
and a description of the transactions.
Obtaining the information for those
disclosures, which can be quite ex
tensive, often is costly and some
small, nonpublic companies contend
that the competitive harm of such
disclosures to them relative to public
companies is a cost unjustified by the
benefits derived from the disclo
sure.
57. These objections, regardless
of whether one agrees with their
merits, clearly indicate that many
are not satisfied with the develop
ments that have taken place in the
five years since the Werner commit
tee s report was issued.

The Derieux Committee's Report
58. In October 1978, the AICPA
established a special committee on
small and medium sized firms (the
Derieux committee) as a result of a
resolution adopted by the member
ship at the AICPA’s 1978 annual
meeting. Its objective was to
study the future viability and prospects
of smaller and medium sized account
ing firms, which constitute the major
ity of practice units of the Institute, and
to develop programs to assure their
ability to retain clients of significant
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size and standing in the financial com
munity in competition with large na
tional and international firms.

Under that broad charge, the D e
rieux committee examined a wide
range of problems confronting small
and medium sized CPA firms, includ
ing GAAP measurement and disclo
sure requirements. The report of the
Derieux committee, issued in Octo
ber 1980, states that even though the
FASB may exempt some companies
from su p p lem en tal d isclo su res,
many CPAs believe that adherence to
some of the measurement standards
of GAAP is neither useful nor eco
nomically justified in small, ownermanager companies.
59. The D erieux com m ittee’s
recommendation for a special com
mittee to study alternative means of
providing additional relief from ac
counting standards overload is one of
several recommended initiatives to
maintain the viability of small and
medium sized firms. In developing
its recommendations, the committee
conducted member forums in coop
eration with state societies in forty
states from May to September 1979.
On November 27, 1979, members of
the com mittee held simultaneous
public hearings in Atlanta, Chicago,
Dallas, Los Angeles, and New York.
60. Suggested initiatives to deal
with accounting standards overload
proposed by participants in the pub
lic hearings held by the Derieux com
mittee included these:
• The FASB should set standards
only for SEC companies.
• Separate standards should be de
veloped for small, nonpublic busi
nesses, and this should not be ac
complished by simply amending or
providing exemptions from GAAP.
• The statement of changes in finan
cial position should not be a re
quired basic financial statement.
• A committee composed entirely of
representatives of smaller firms
should be appointed to screen all
proposed standards and a le rt
smaller firms of any that will have a
significant effect on them.

61.
The recommendations in the
Derieux committee’s report were ac
cepted and approved by the AICPA
Board of Directors. As a result the
charge to this committee was formu
lated and approved.

POSSIBILITIES CONSIDERED
62. In carrying out its charge, the
committee considered and evaluated
several possibilities:
• No change, retain status quo
• A change from the present concept
of a unitary GAAP for all business
enterprises to two sets of GAAP,
thus creating a separate GAAP for
certain entities, such as small and
nonpublic businesses
• A change in GAAP to simplify ap
plication to all business enterprises
• A change in auditors’ reporting
standards
• An alternative to GAAP as an op
tional basis for the presentation of
financial statements
Each of these possibilities has draw
backs, some of which may create
more problems than they solve. (The
com m ittee also con sid ered , but
quickly rejected, some of the more
radical approaches to dealing with ac
counting standards overload, such as
proposals to eliminate the FASB.)

Retain the Status Quo
63. One possibility is to retain
the status quo and to recommend no
changes in GAAP or GAAS. The ma
jo r arguments for that approach are
that accounting standards overload is
merely a problem of perception and
that the benefits of existing GAAP
and existing reporting standards out
weigh their cost. Another argument
is that differential disclosure stand
ards, the evolving distinctions be
tween financial statements and other
means of financial reporting, and the
increasing willingness of the FASB to
provide for selected application of
certain standards make the present
system of GAAP sufficiently adapt
able to provide reasonable relief.
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64. The argument against doing
nothing is basically that the profes
sion cannot afford to ignore the genu
ine concern among a significant num
ber of its members about the cost of
complying with complex accounting
standards and their benefit to small,
nonpublic companies. Further, the
problem is not one voiced by only a
segment of the profession. Concern
about accounting standards overload
is also shared by larger companies
and accounting firms, but because
they are better able to cope with the
higher costs of such standards and be
cause of certain other needs, they
may be less vocal.
65. Another argument against
doing nothing is that the positive
actions taken over the past few years
by the FASB, the AICPA, and others
to alleviate accounting standards
overload have provided some relief
and suggest that additional relief can
be provided without damaging the
present system. However, many be
lieve that differential disclosures,
distinctions between financial state
ments and other means of financial
reporting, SAS no. 14 reports, and
new forms of reporting, such as com
pilation and review services, are only
movements in the right direction,
not signals that movement should
stop.
Two Sets of GAAP
66. Another possible solution is
to establish two sets of generally ac
cepted accounting standards, one for
large or public companies and one for
small or nonpublic companies. That
approach has been highly controver
sial but has been frequently sug
gested by CPAs.
67. Almost thirty years ago, the
Study Group on Business Income, a
group of prominent accountants, law
yers, and businessmen headed by the
distinguished accountant, George O.
May, proposed that nonpublic com
panies be given an exemption from
accounting standards for public com
panies. The group’s report, Changing
C oncepts o f Business Incom e, pub
lished in 1952, stated:

There is no public interest which calls
for applying to the hundreds of thou
sands of small corporations, whose
m an agem en t and ow nership are
closely com b in ed , re q u ire m e n ts
deemed appropriate for the guidance
of investors in the few thousand large
corporations whose securities are
widely distributed. . . . The service
which accounting renders to this type
of enterprise, though important, is of a
character different from that rendered
to the large company whose ownership
is widely distributed.5
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than does the user of a nonpublic
company’s statements— an assump
tion many reject.

69. However, over the years,
standard-setting bodies have given at
least some attention to the distinction
between public and private com
panies. Chapter 7(b) of Accounting
Research Bulletin no. 43 makes a dis
tinction in how public and private
companies account for stock divi
dends. A section of APB Opinion no.
28 on interim financial reporting is
68.
Individual accountants con limited to “publicly traded” com
cerned about the controversy have
panies.
continued to suggest the possibility
70. The major arguments for two
of differences in accounting princi
sets of GAAP are these:
ples for public and nonpublic com
panies. For example, two CPAs sug
• Existing GAAP are designed for
gested the need for such differences
sophisticated users of the financial
in the “Practitioners’ Forum” of the
statements of public entities who,
December 1972 Jo u rn a l o f A ccount
because they may not be in ti
ancy. Betty McGill criticized author
mately familiar with a company,
itative accounting bodies for their
gain much of their knowledge from
“fetish of trying to equate financial re
its financial statements.
porting of listed corporations with
•
Existing GAAP are not designed to
unaudited financial statement situa
provide the information needed by
tions of unlisted corporations and un
the primary users of the financial
incorporated businesses” and sug
statements of small or nonpublic
gested that accounting standards are
companies,
who are the manage
“clumsy and inept” when applied to
ment or owner-managers of those
unaudited financial statements of
companies.
nonpublic companies. In her view,
•
E x istin g GAAP are often the
readers of the financial statements of
results of attempts to deal with
those companies are more often than
transactions effected in a complex
not confused by the very things that
manner by sophisticated manage
are supposed to enlighten the public.
ments to achieve very specific
P eter Arnstein advocated distin
financial or economic objectives.
guishing between types of companies
Transactions are seldom structured
in establishing accounting standards.
in a complex manner by a small,
Although Mr. Arnstein believed that
nonpublic company; thus, the
it was desirable to have one set of ac
GAAP that must be understood
counting principles and disclosure
and applied by the small, nonpub
requirements for everyone, he sug
lic company are unnecessarily
gested that nonpublic companies
complex and costly to it.
should be given an exemption from
those standards requiring the devel
• The FASB should conserve its re
opment and presentation of informa
sources by concentrating on finan
tion that is helpful only to readers of
cial reporting for public entities.
the financial statements of public
companies. Implicit in these argu
71. A major concern about estab
ments, of course, is the assumption
lishing two sets of GAAP, however
that the user of the financial state
defined and however implemented,
ments of a public company needs to
is that a second set of GAAP would in
rely more on the financial statements
evitably have a second-class status.
for information about the company
For that reason, a different set of
GAAP for specified types of entities is
5. New York: AICPA, 1952, p. 71.
not viewed as an acceptable course of

12
action by many in the profession as
well as by many preparers and users
of financial statem ents. Perhaps
more importantly, many believe that
two sets of GAAP would confuse
users and would require action by the
AICPA that would be perceived as a
withdrawal of support for the FASB
to the detriment of the profession and
the preparers and users of financial
statements.
72.
Moreover, several factors in
dicate there is insufficient support or
basis for making such a change:
• There is a lack of empirical evi
dence that users’ needs differ.
• Disagreement and difficulty in de
ciding how to make such a split
make ultimate acceptability less
likely.
® There is a probability of resultant
user confusion.
• Increased legal risk for CPAs is
possible.
• Such a change may be opposed
within the profession.
• Such a change would add to exist
ing accounting standards.

A Change in GAAP for AII
Businesses
73. Many b elieve that GAAP
have become so detailed and com
plex that GAAP for all businesses
should be changed. They believe that
the current approach to establishing
GAAP should be changed and that
standards should be simplified and
made easier for all enterprises to ap
ply.
74. Those who hold this view
usually argue that preparers and
CPAs should be given more latitude
for the exercise of judgment, that
standards should be broad guidelines
that might be implemented differ
ently in different circumstances, and
that standards should not be written
to deal with accounting practices that
may be designed to obscure the sub
stance of a transaction (dealing with
such matters, they say, should be a
function of the profession’s discipli
nary apparatus).
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75.
On the other hand, many be
lieve that the increasing complexity
of business transactions and events
and the legal environment facing
companies and their auditors have
made it necessary for GAAP to be
com e correspondingly com plex.
Others argue that changes in GAAP
for all companies would not directly
address the problems perceived by
local practitioners and their smaller,
nonpublic clients on a timely basis.

A Change in Reporting
Standards
76. Some believe that a change
in the CPA’s reporting standards for
audits, reviews, and compilations
could alleviate accounting standards
overload by permitting CPAs to re
port in a less negative way on finan
cial statements that contain depar
tures from GAAP, whether they were
effected at the sole discretion of the
client or consisted of departures that
were specifically singled out for a less
negative treatment by the accounting
profession.
77. As previously indicated, the
Werner committee considered and
rejected changing the auditor’s re
porting standards as a means of deal
ing with the problems that commit
tee addressed. Arguments against
such a change include these:
• A change to permit positive report
ing on non-GAAP statem en ts
would imply that departures from
GAAP are appropriate, weaken
support for the FASB, and increase
the legal risks faced by CPAs.
• Departures from GAAP that might
gain wide favor might vary so much
as to eliminate any semblance of
comparability.
• Users would still perceive such
financial statements as “second
class’’ because they deviate from
the accepted norm.

An Alternative to GAAP
78. Some believe that a compre
hensive basis of accounting other
than GAAP should be identified as an

alternative to GAAP that could be
used by any business enterprise that,
for whatever reason, does not need or
does not perceive the need for GAAP
financial statements. They agree that
a comprehensive basis of accounting
other than GAAP would need to pro
vide inform ation that m eets the
needs of owners, management, cred
itors, and other users of the financial
statements of small businesses, but
they believe these needs could be
met with a simplified form of financial
statements, including certain mini
mum disclosures, with which CPAs
could be associated and give rela
tively standard forms of “positive”
reports.
79. The possibility of dealing
with accounting standards overload
by prescribing another comprehen
sive basis of accounting has fre
quently been advocated for at least
three reasons:
• A comprehensive basis of account
ing other than GAAP could enable
practitioners to serve the needs of
their clients in a less costly man
ner.
• SAS no. 14 established standards
for reporting on such financial
statements; the AICPA Auditing
Standards Board might be willing
to amend its standards to provide a
more positive form of report.
• Such an accounting basis would
not displace GAAP: Companies
would not be required to use it,
and users would not be required to
accept statements presented on
that basis.
80. Arguments against an alter
native to GAAP relate to the accept
ability to users of financial statements
prepared on that basis and to its effect
on the acceptability of GAAP finan
cial statements:
• GAAP have historically provided a
basis of preparing external-use
financial statements that are un
derstood by users; users could be
confused by another basis and
would consider it inferior.
• An alternative to GAAP might un
dercut the authority and accept
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ability of GAAP financial state
ments.
• Accounting standards overload
would be increased because of the
need to be familiar with the new
basis as well as with GAAP.
EVALUATION OF ALTERNATIVES
TO GAAP
81. The committee found prom
ising the possibility of providing
specific guidance on a comprehen
sive basis of accounting that could
gain acceptability as an alternative to
GAAP and considered and evaluated
the following three possibilities:
a. A new basic accounting method
(BAM)
b. The cash or modified cash basis
c. The income tax basis

A New Basie Accounting Method
82. Although some believe that
there is a certain appeal to the con
cep t o f a new basic accou nting
method within the umbrella of a com
prehensive basis of accounting other
than GAAP, the committee has de
cided not to recommend that ap
proach as a way to deal with account
ing standards overload because —
a. It would unavoidably imply that it
included the essentials of GAAP,
bu t it would have to p erm it
significant departures from the
measurement principles of GAAP
to deal with the problem effec
tively and, therefore, would be
likely to confuse users and under
mine the authority of GAAP.
b. It would add to accounting stand
ards overload by creating new re
quirements in addition to GAAP,
income tax rules and regulations,
and so forth.
c. It would requ ire readdressing
every major measurement issue in
GAAP. Gaining agreement on the
a n s w e r s w o u ld b e t i m e consuming, with no assurance of
ultimate success, and would be
costly.
d. It could be viewed as a significant
criticism of and challenge to the
FASB.

e. It would require a standing body
that would have to consider each
new FASB pronouncement to de
termine whether the pronounce
ment should be incorporated into
BAM.
f . Although in form BAM could be
treated as a comprehensive basis of
accounting other than GAAP, in
su b stan ce BAM would b e or
evolve into a second set of GAAP
for specified entities.

Cash or Modified Cash Basis
83. The cash receipts and dis
bursements basis of accounting is
generally understood and adequately
defined. However, it is not feasible to
suggest that basis as a solution to ac
counting standards overload, b e
cause that basis would not be useful
to a sufficient number of companies.
84. The modified cash basis is not
comprehensively defined. The use of
that basis as an alternative to GAAP is
not feasible because agreement on
guidelines for a modified cash basis of
accounting would pose essentially
the same problems as the develop
m ent of a new basic accounting
method.

Income Tax Basis
85. The principles and rules for
accounting for transactions under the
income tax basis are com prehen
sively set forth, kept up to date in fed
eral income tax laws and regulations,
and cover a range of alternative bases
from cash to full accrual, depending
on the nature of the taxpayer and, in
some circumstances, the taxpayer’s
elections. Some find this a drawback
in that they object to the presentation
of financial statements on a basis es
tablished by a governmental body.
Others argue that the income tax
basis of accounting has a specific ob
je c tiv e and is not designed for
g en eral-p u rp ose financial s ta te 
ments. However, the committee be
lieves that the income tax basis could
be used by many entities as a com
prehensive basis of accounting on
which they may present financial
statements, whether or not those
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financial statements are intended for
use by third parties.
86. Most users of financial state
ments recognize and understand, or
should be expected to recognize and
understand, the nature of the income
tax basis of accounting. However,
there is a danger that users may at
tempt to estimate the conservatism
that may be built into financial state
ments prepared on the income tax
basis, the uncertainties arising from
subsequent review by the Internal
Review Service of amounts reported
as taxable income, and other adjust
ments and disclosures necessary to
conform with GAAP. On the other
hand, many users would be satisfied
with such financial statements, and
major users who need more informa
tion than income-tax-basis financial
statements would provide would or
dinarily be able to require GAAP
financial statements. It is unlikely
that large companies or those with
significant financing needs would
elect to use the income tax method
and SEC registrants would not use it;
therefore, the significance and au
thority of GAAP would not be weak
ened.
87. The use of the income tax
basis by some companies as a permis
sible alternative to GAAP should not
weaken support for the FASB, would
not make arbitrary distinctions be
tween entities, and would not re
quire resolution of differences of
opinions on existing GAAP. It would,
of course, eliminate or minimize
many of the problems with GAAP
previously identified. Further, few
measurement guidelines would have
to be established since rules for re
porting taxable income are already in
place. All taxable entities are re
quired to maintain records of the tax
basis of their assets and liabilities.
Therefore, costs to entities would be
reduced, and the standards overload
problem of specialized industry prac
tices would be minimized.
THE COMMITTEE'S CONCLUSIONS
88. In deliberating the issues and
forming its conclusions, the commit
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tee was influenced by four overriding
considerations:

needs more simply and economically
for small, nonpublic companies.

of the requirements of these pro
nouncements:

a. Alternatives to GAAP (compre
hensive bases of accounting such as
the incom e tax basis and the
modified cash basis) are available
to preparers and practitioners
now, but have not been widely
used. This may be because there
are no established guidelines for
those bases and because many find
the required form of auditor’s re
port unsatisfactory.
b. The AICPA does not establish ac
counting standards, and a move on
its part to remove or otherwise re
strict some of the authority of the
FASB is likely to damage that orga
nization and, in the process, harm
both the public interest and the
ability of the private sector to re
tain the right to set accounting
standards.
c. Accounting standards overload is
but one facet of the problem .
Other facets include the burdens
on accountants and issuers of finan
cial statements arising from gov
ernment rules and regulations, de
tailed tax laws, and involved
procedures and routines devised
in the private sector itself to deal
with the increasing complexity of
business and the environment in
which business operates. How
ever, accounting standards are fre
quently singled out for greater at
tention if only because they are
perceived as more susceptible to
change.
d. Although many support change,
even radical change, many others
find the status quo reasonably sat
isfactory and would object to any
change. R ecom m endations, of
course, must be considered in the
light of their general acceptability,
which necessarily affects the scope
of recommended actions.

90. T h e co m m ittee has co n 
cluded that the following measures
should be taken to ease accounting
standards overload, particularly for
small, nonpublic companies.

a. The requirements of FASB State
ment no. 13 on accounting for
leases and its amendments and in
terpretations
b. APB Opinion no. 11 on accounting
for income taxes and related APB
opinions, amendments, and inter
pretations
c. The pro forma disclosures man
dated by APB Opinion no. 16,
Business Com binations
d. FASB Statement no. 34 on interest
capitalization

a. The FASB should be urged to re
consider and act on certain ac
counting standards that are widely
perceived as unnecessarily bur
densome and costly, particularly
for small, nonpublic companies.
b. Guidance should be provided for
CPAs who are asked to assist their
clients in preparing financial state
ments presented in conformity
with the income tax basis of ac
counting. The guidance included
in this discussion paper is designed
to increase consistency among en
tities that choose to report on the
income tax basis of accounting.
c. The ASB and the ARSC should be
urged to reconsider their stan
dards for reports on financial state
ments presented in conformity
with the income tax basis of ac
counting.

93. Action by the FASB on these
fo u r m a t t e r s c o u ld p r o d u c e
significant benefits. The committee
believes that the FASB is aware of the
arguments cited above, and thus
strongly emphasizes the need for
timely, responsive action if more rad
ical approaches are to be avoided.

Guidance on the Income Tax
Basis of Accounting

94. This discussion paper in
cludes specific guidance on the in
come tax basis of accounting. Pre
parers who want financial statements
91. Many will not find these con
on that basis and their CPAs need
clusions adequately responsive to the
such guidance to achieve the reason
problems discussed in depth else
able uniformity that is important to
where in this paper. However, the
users. The existence of such guidance
committee urges readers to make a
will increase the acceptability of such
careful analysis of the considerations
statements as an alternative to GAAP
mentioned above and of the effects of
in appropriate situations. The com
other possible courses of action be
mittee believes that the income tax
fore they reach a final judgment.
basis of accounting will be useful to
small, nonpublic entities when the
cost of GAAP financial statements is
Needed FASB Action
not reasonable in relation to the
92.
Several generally accepted needs of the likely users of the finan
cial statements and their knowledge
accounting principles were discussed
of the entity.
in paragraphs 48 through 57 of this
paper as frequently having been
95. The major factors that led the
identified as unnecessarily burden
committee
to its general conclusion
some, particularly for small, nonpub
to
provide
guidance
on another com
89.
Those considerations make it lic companies. Because they have
prehensive
basis
of
accounting
are its
difficult to reach consensus on a pro
been criticized often, they all merit
beliefs that
gram of action. Nevertheless, steps
FASB consideration. However, the
committee believes that research is
can be taken to make accounting
a. A significant num ber of CPAs
not required to justify reexamination
standards more responsive to the
strongly believe that practitioners
of four of the pronouncements that
needs of all financial statement is
who serve small, nonpublic busi
suers, preparers, and users, and
nesses are hampered by an ac
have been frequently criticized and
strongly urges FASB reconsideration
counting standards overload that
steps can be taken to m eet those
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increases the cost of accounting
services without providing a cor
responding or greater benefit in
the form of financial statements
with increased utility. A significant
number of practitioners, including
some members of the committee,
do not share that belief, but the
perception of overload is so great
(and that perception is increased
by other requirements that are fre
quently considered part of ac
counting standards overload, such
as auditing standards, regulatory
and income tax rules and regula
tions, and special rules for special
ized industries) that support for ex
isting and future standards may be
weakened.
b. Small, nonpublic businesses must
be afforded a means of avoiding
what they believe to be unneces
sarily burdensom e accounting
standards. The means provided
should minimize the potential of
misleading users of financial state
ments and should not weaken the
authority and credibility of the
FASB.
c. Because opinions on the issue are
so strongly held, a solution must
provide an option, not a mandatory
requirement.
d. A solution based on arbitrary dis
tinctions between entities should
be avoided because such distinc
tions might lead to the need for
constant interpretations and differ
ences in practice. (This does not
mean that the FASB should not
consider distinguishing among en
tities in its pronouncements.)
e. A solution should not require the
establishment of a special body to
set new standards that would be
costly, duplicate existing bodies,
and, in effect, add to an existing
overload.
96.
The major factors that make
the income tax basis attractive to the
committee as a possible alternative to
GAAP are
a. All taxable entities are required to
maintain records of the tax basis of
their assets and liabilities, and, for
that reason, costs to entities would

be reduced and accounting stan
dards overload minimized.
b. Most users of financial statements
recognize and understand, or
should be expected to recognize
and understand, the nature of the
basis.
c. Many users would be satisfied with
financial statements prepared on
that basis; users who need more in
formation than that provided by in
come-tax-basis statements would
ordinarily be able to requ ire GAAP
statements.
d. Large companies or companies
with significant financing needs
would be unlikely to elect to use
the method, and SEC registrants
would be unable to use it.
e. F ew m easu rem en t gu id elin es
need to be established.

Needed ASB and ARSC Action

Minimum Disclosures
99.
The committee considered
the recommendation of the Werner
committee on disclosure require
ments in developing minimum dis
closures for financial statements pre
sented on the income tax basis. The
Werner committee suggested the fol
lowing criteria for required disclo
sures for GAAP financial statements:
a. Information necessary to an under
standing of the availability of an as
set for use in the business, the pay
ment requirements of a liability,
and the legal characteristics of eq
uity securities
b. Information concerning a selection
from existing acceptable alterna
tives, principles, and methods pe
culiar to the industry in which the
reporting entity operates, and un
usual or innovative applications of
generally accepted accounting
principles

97.
The AICPA Auditing Stan
c. Information concerning significant
dards Board is urged to modify the
contingencies and commitments
reporting requirements in SAS no.
d. Information concerning material
14 for income-tax-basis financial state
events or transactions that are un
ments and to withdraw the February
usual in nature or occur infre
1980 auditing interpretation, “Ade
quently and material subsequent
quacy of D isclosure in Financial
events of the type discussed in
Statements Prepared on a Compre
Statement on Auditing Standards
hensive Basis of Accounting Other
no.
1
Than Generally Accepted Account
ing Principles.” Further, the AICPA
e. Information concerning significant
A ccounting and Review Services
changes in accounting principles
C om m ittee is urged to provide
or estimates and effects of restate
specific reporting guidance in its lit
ments of prior-period financial
erature for reports on income-taxstatements
basis financial statements.
f . Information concerning relatedparty transactions that are mate
rial, individually or in the aggre
gate
GUIDANCE ON THE INCOME TAX
BASIS OF ACCOUNTING
98.
To implement its conclusion
that the income tax basis could be
used as an alternative to GAAP, the
committee has developed guidance
on the following:
a. Minimum disclosures
b. The measurement of assets, liabili
ties, revenues, and expenses that
are to be presented
c. Interim financial statements

100.
These criteria can be effec
tively adapted to income-tax-basis
financial statements. Financial state
ment users that will be satisfied with
presentations on the income tax basis
of accounting are likely to be more in
terested in the “hard” assets and lia
bilities of the entity (assets that can
be easily liquidated and liabilities
that must be paid) than in the defer
rals, accruals, and so forth, arising
from complex measurements and al
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locations of income. The criteria
focus on disclosures that are helpful
in that regard.
101. The criteria call for disclo
sures about contingencies, commit
ments, and related-party transac
tions— disclosures to which CPAs
have objected in the past, as noted
earlier in this paper. The committee
has decided that such disclosures
should be made, except when sub
stantially all disclosures are omitted
in compiled financial statements as
permitted by paragraph 19 of SSARS
no. 1. The committee believes that
omission of such disclosure in other
circumstances might expose CPAs to
intolerably increased potential for le
gal liability.
102. Based on a review of the cri
teria included in paragraph 100 and
on other relevant considerations, the
committee has developed the mini
mum disclosure guidelines included
in Appendix A.

Asset, Liability, Revenue, and
Expense Measurements
103. IR S regulations req u ire
keeping an adequate set of books,
and those books should include all
transactions entered into during the
period. All transactions that enter
into the determination of taxable in
come should be included in the finan
cial statements at the amount re
ported for tax purposes. Thus, the
amount of capitalized leases, if any,
would be the amount capitalized for
tax purposes, not the amount re
quired to be capitalized by FASB
Statement no. 13. In addition, the
financial statements should include
items of income and expense that are
not taxable or d eductible under
specific tax rules (for example, inter
est on municipal obligations and pre
miums on life insurance policies).
T h u s, n e t in co m e re fle c te d in
income-tax-basis financial statements
is not necessarily identical to taxable
income in the entity’s income tax re
turn. Appendix B presents guidance
on measurements under the income
tax basis of accounting.
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Interim Financial Statements
1 0 4 . E n t i t ie s th a t e l e c t to
present interim financial statements
on the income tax basis of accounting
need guidance on the application of
the income tax basis to interim finan
cial statements. Such entities may
elect to present interim financial
statements monthly, quarterly, or at
other intervals; but, they ordinarily
prepare and file their income tax re
turns only annually.
105. Under GAAP, each interim
period is viewed primarily as an inte
gral part of the annual period in order
to provide investors with timely in
formation about the progress of the
entity within a framework of succes
sive annual periods. The users of
financial statements of small, closely
held businesses likely to use the in
come tax basis of accounting are not
likely to rely entirely on such finan
cial statements for information about
the entity. Thus, the need does not
exist for the extra effort involved in
developing information regarding
proportions of annual amounts, as re
quired under GAAP. Accordingly, in
the preparation of interim financial
statements on the income tax basis,
each in terim p eriod should be
viewed as a basic accounting period,
and the results of operations for each
interim period should be determined
in essentially the same manner as if
the interim period were an annual ac
counting period.
106. T h e fo llo w in g g e n e ra l
guidelines should be used in the
preparation and presentation of in
terim financial statements on an in
come tax basis:
a. Assets and liabilities should be
measured following the same prin
ciples used in the annual financial
statements. Reasonable estimation
procedures may be used to deter
mine necessary deferrals and ac
cruals.
b. Revenue from products sold or ser
vices rendered during an interim
period should be recognized as
earned following the same princi
ples used in the annual financial
statements.

c. Reasonable estimation procedures
may be used to determ ine the
amount of inventory at the end of
an accounting period. The proce
dure used should be disclosed.
d. All costs and expenses incurred
during an interim period or alloca
ble to an interim period (such as
depreciation and bad debts) should
be charged to income in that pe
riod except that deferrals should
be determined for such costs and
expenses as might be subject to de
ferral in annual financial state
ments.
e. Gains and losses that arise during
an interim period should be in
cluded in the results of operations
for that period.
f . Discretionary expenses, such as
bonuses or in cen tiv e awards,
should not be accrued unless a lia
bility for such items has been in
curred.

CHANGES IN REPORTING
PRACTICES
107. The com m ittee believes
that the AICPA Auditing Standards
Board should modify the reporting
re q u ire m e n t in SAS no. i 4 for
income-tax-basis financial statements
and should withdraw the February
1980 auditing interpretation, “Ade
quacy of D isclosure in Financial
Statements Prepared on a Compre
hensive Basis of Accounting Other
Than Generally Accepted Account
ing Principles.” The committee also
believes that the AICPA Accounting
and Review Services Com m ittee
should consider providing specific
reporting guidance in its literature
for reports on income-tax-basis finan
cial statements. Appendix C contains
an illustration of a form of auditor’s
standard report that merits study.
Appendixes D and E contain illustra
tions of review and of compilation re
ports that also merit study.
108. The AICPA Rules of Con
duct do not need to be changed to ac
commodate reporting on financial
statements prepared on the income
tax basis of accounting.
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ISSUANCE OF FINAL REPORT

b. A summary of the reasons the com
mittee believes additional guid
109.
T h e co m m ittee reco m 
ance is needed on the use of the in
mends that its final report be issued
come tax basis of accounting
with the approval o f the AICPA
c. Minimum disclosure guidelines
Board of Directors and that it should
for in com e-tax -b asis financial
serve as the document that provides
statements
guidance to practitioners. The com
mittee intends to include these items
d. The basic criteria for measure
in that report:
ments and disclosures in incomea. A summary of the recommenda
tions made to the FASB

tax-basis financial statements
e. Appendixes containing illustrative
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audit, review, and compilation re
ports and illustrative financial
statements on the income tax basis
of accounting
f . An appendix providing, in sum
mary fashion, the com m ittee’s
charge, the possibilities consid
ered, the due-process procedures
follow ed, and the conclusions
reached and the changes made as a
result of public exposure

DISCUSSION PAPER

18

APPENDIX A
MINIMUM DISCLOSURE GUIDELINES FOR
THE INCOME TAX BASIS OF ACCOUNTING
This appendix sets forth the mini
mum disclosure guidelines recom
mended by the AICPA Special Com
m ittee on A ccounting Standards
Overload for material items in finan
cial statements presented on the in
come tax basis of accounting.

have been provided only when they
would have been provided at year
end, and, thus, th e statem en ts
should not be viewed as an indicator
of results for the year.

General

The nature and effect on income of
an accounting change should be dis
closed in the period in which the
change is made. Accounting changes
consist of changes in accounting prin
ciples, including changes in the
methods of applying those princi
ples, and changes in accounting esti
mates.

Each financial statement should
include prominent disclosure that it
is prepared on the federal income tax
basis of accounting. Each page of the
financial statements should include,
where applicable, a reference to the
notes to the financial statements,
which are an integral part of the
financial statements.

Accounting Changes

The initial note to the financial
statements should be a “Summary of
Significant Accounting Policies.” The
note should disclose whether the ba
sic method of accounting is cash or ac
crual; the tax filing status of the entity
if other than a normal taxable corpo
ration; that revenues and related as
sets and expenses and related obliga
tions are recognized when they are
reported or deducted for federal in
come tax purposes; that nontaxable
income and nondeductible expenses
are included in determination of net
income; the nature of any optional tax
methods of accounting followed; and
the nature of any important judg
ments or policies necessary for an un
derstanding of the methods of recog
nizing revenue and allocating costs to
current and future periods. How
ever, it need not repeat detailed in
formation already presented on the
face of the financial statements or
elsewhere in the notes to the finan
cial statements.
Disclosures made in interim finan
cial statements should include infor
mation on how inventories and costs
of sales were determined and should
indicate that deferrals and accruals

Material commitments and contin
gencies, including the existence and
nature of a pension plan, should be
disclosed.

Subsequent Events
The nature and financial effects of
material events and transactions that
are unusual in nature or are of infre
quent occurrence that occurred sub
sequent to the balance sheet date but
before the financial statements are is
sued should be disclosed.

Assets and Liabilities
Business Combinations

Significant Accounting Policies

Commitments and Contingencies

In the period in which a business
combination occurs, information dis
closed should include the following:
a. The names and brief descriptions
of the acquired or combined com
panies
b. Inform ation about any ad ju st
ments made to the carrying basis of
the assets and liabilities of any of
the companies as a result of the
combination and the period for
which the results of operations of
the acquired or combined com
panies are included in the income
statement
c. The consideration given, including
the number and type of any shares
of stock issued
d. Contingent payments, options,
and commitments arising from the
combination and specified in the
related agreement

Related-Party Transactions
The existence of related parties
with which the reporting entity has
participated in transactions that are
material individually or in the aggre
gate and the nature of the transac
tions should be disclosed.

Information disclosed on assets
and liabilities should include these
items:
a. Restricted cash, segregated from
cash available for current opera
tions with a description of the na
ture of the restriction
b . The aggregate quoted m arket
price of marketable securities
c. Accounts and notes receivable
from officers, em ployees, and
affiliates, presented separately
with disclosure of the effective in
terest rate on notes receivable
d. The method of determining inven
tory cost (for example, L IF O ,
FIFO )
e. The major classes of property,
plant, and equipment, including
assets recorded under lease pur
chase agreements, depreciation
e x p e n s e fo r th e p e rio d , th e
method or methods used in com
puting depreciation, and the ag
gregate accumulated depreciation
(lessors should make separate dis
closure of leased property)
f . For a lessee, a general description
of leasing arrangements
g. Interest rates, maturities, and col
lateral of notes payable and other
debt
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Stockholders' Equity
The financial statements should
disclose information on stockholders’
equity as follows:
a. For each class of stock, the number
of shares authorized, issued, and
outstanding; the par or stated
value; and, in summary form, the
pertinent rights and privileges of
each outstanding class if more than
one class is outstanding
b . The existence of stock option and
stock purchase plans

c. Restrictions on the payment of div
idends
d. Changes for the period in the sepa
rate components of stockholders’
equity

Income and Expense
The financial statements should
disclose the following information re
lating to income and expense:
a. An explanation, where applicable,
if income tax is not provided or if
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there is an unusual relationship be
tween income before income taxes
and income taxes
b. The amount of tax credits
c. The amount of unused net operat
ing loss and tax credit carryovers
togeth er with th eir expiration
dates
d. The nature and financial effects of
material events or transactions that
are unusual in nature or of infre
quent occurrence
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APPENDIX B
ASSET, LIABILITY, REVENUE, AND EXPENSE MEASUREMENTS
This appendix provides guidance
on the measurement of assets and re
lated revenues and liabilities and re
lated expenses that do not enter into
the determination of taxable income.
Guidance is provided on
• Nontaxable revenues and nonde
ductible expenses
• Additional income taxes for a prior
year
• Adjustments to balance sheet for
IRS changes
• Accounting changes for income tax
purposes
• Subchapter S corporations

Nontaxable Revenues
Under the federal income tax law,
receipts from some sources, such as
interest on obligations of state and lo
cal governments and proceeds from
life insurance policies, are excluded
from revenue for income tax pur
poses. In presenting financial state
ments on the income tax basis, non
t a x a b le r e v e n u e s s h o u ld b e
recognized when they are received
or are accruable and should be re
ported in the income statement.

Nondeductible Expenses
Costs incurred for some expense
items, such as premiums paid on
officers’ life insurance policies, are
not deductible for income tax pur
poses. In financial statements pre
pared on the income tax basis of ac

counting, nondeductible expenses
should be reported and charged to
expense in the period in which they
are incurred. For example, charita
ble contributions in excess of IRS
limitations should be charged to ex
pense in the year incurred. The
amounts should be included in the
income statement in the appropriate
expense category.

Additional Income Taxes for
Prior Years
Additional income taxes for prior
years may be assessed as the result of
an examination by the Internal Reve
n ue S e r v ic e . Two a lt e r n a t iv e
methods may be used to account for
additional taxes for prior years:
• The amount may be charged to ex
pense in the current period
• The amount may be treated as a
p rio r p erio d a d ju stm e n t and
charged to retained earnings
Either method is acceptable in the
preparation of financial statements
on the income tax basis; however, the
method should be disclosed in the
financial statements.

Adjustments to Balance Sheet for
IRS Changes
The Internal Revenue Service may
disallow amounts charged to expense
in prior years and require those
amounts to be capitalized and amor
tized or may require recognition of

previously u nreported revenue.
Such amounts, net of income tax ad
justments, should be treated as prior
period adjustments.

Accounting Changes for Tax
Purposes
For tax purposes, the effects of an
accounting change may be recog
nized prospectively over a period of
ten years. There are three alterna
tiv e s for a c c o u n tin g for th o se
changes:
• Record and recognize the total ef
fect in the year of the change.
• Recognize the effects over the tenyear period in the years in which
the effects are realized.
• Record the total effect in the year
of the change and amortize the ef
fect over the ten-year period.
The last method (deferral and amorti
zation) should be used in income-taxbasis financial statements.

Subchapter S Corporations
Since income of a subchapter S
corporation is taxable to its share
holders, such a corporation may be
required to maintain information on
distinct classes of retained earnings.
However, in financial statements
prepared on the income tax basis,
subchapter S corporations should re
port retained earnings as a single
amount and should report distribu
tions to stockholders as dividends.
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APPENDIX C
RECOMMENDED FORM OF AUDITOR'S STANDARD REPORT
ON FINANCIAL STATEMENTS PREPARED ON
THE INCOME TAX BASIS OF ACCOUNTING
We have examined the accom
panying balance sheet of ABC Com
pany as of Decem ber 31, 19X2 and
19X1, and the related statements of
income and retained earnings for the
years then ended. Our examination
was made in accordance with gener
ally accepted auditing standards and,
accordingly, included such tests of
the accounting records and such
other auditing procedures as we con

sidered necessary in the circum 
stances.
The accompanying financial state
ments have been prepared on the ac
counting basis used by the company
for federal income tax purposes as de
scribed in note 1 and are not in
tended to be a presentation in con
form ity with generally accepted
accounting principles.

In our opinion, the financial state
ments referred to above present
fairly the assets, liabilities, and capi
tal of ABC Company as of December
31, 19X2 and 19X1, and its revenue
and expenses and changes in retained
earnings for the years then ended, on
the basis of accounting described in
note 1, which basis has been applied
in a consistent manner.

APPENDIX D
RECOMMENDED FORM OF ACCOUNTANT'S STANDARD REVIEW REPORT
ON FINANCIAL STATEMENTS PREPARED ON
THE INCOME TAX BASIS OF ACCOUNTING
We have reviewed the accompany
ing balance sheet of ABC Company
as of Decem ber 31, 19X2 and 19X1,
and the related statements of income
and retained earnings for the years
then ended in accordance with stan
dards established by the American
Institute of Certified Public Account
ants. All information included in
these financial statem ents, which
have been prepared on the account
ing basis used by the company for

federal income tax purposes as de
scribed in note 1, is the representa
tion of the management (owners) of
ABC Company.
A review consists principally of in
quiries of company personnel and an
alytical procedures applied to finan
cial data. It is substantially less in
scope than an examination in accord
ance with generally accepted audit
ing standards, the objective of which

is the expression of an opinion re
garding the financial statem ents
taken as a whole. Accordingly, we do
not express such an opinion.
Based on our review, we are not
aware of any material modifications
that should be made to the accom
panying financial statements in order
for them to be in conformity with the
accounting basis used by the com
pany for federal income tax purposes.

APPENDIX E
RECOMMENDED FORM OF ACCOUNTANT'S STANDARD COMPILATION REPORT
ON FINANCIAL STATEMENTS PREPARED ON
THE INCOME TAX BASIS OF ACCOUNTING

Standard Report
The accompanying balance sheet of
ABC Company as of D ecem ber 31,
19X2 and 19X1, and the related state
ments of income and retained earnings
for the years then ended have been
compiled by us on the accounting basis
used by the company for federal in
come tax purposes as described in note
1.

A compilation is limited to present
ing in the form of financial statements
information that is the representation
of management (owners). We have not
audited or reviewed the accompanying

financial statements and, accordingly,
do not express an opinion or any other
form of assurance on them.

Omission of Substantially All
Disclosures
When financial statements that the
accountant has compiled omit sub
stantially all disclosures, the phrase
“as described in note 1” should be de
leted from the first paragraph of the
report and the following paragraph
should be added as a third paragraph:

Management has elected to omit sub
stantially all of the recommended mini
mum disclosures for financial state
ments presented on the income tax
basis of accounting. If the omitted dis
closures were included in the financial
statements, they might influence the
user’s conclusions about the company’s
assets, liabilities, and capital as of D e
cember 3 1 , 19X2 and 19X1, and its rev
enue and expenses and changes in re
tained earnings for the years then
ended. Accordingly, these financial
statements are not intended for those
who are not informed about such mat
ters.
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APPENDIX F
ILLUSTRATIVE PRESENTATION OF FINANCIAL STATEMENTS
(FEDERAL INCOME TAX BASIS — ACCRUAL METHOD)
ABC Company
Balance Sheets — Decem ber 31, 19X2 and 19X1
(Federal Income Tax Basis of Accounting)
Assets

19X2

Current assets
Cash
Temporary investments in municipal
securities, at cost plus accrued
interest (market: 19X2, $xx,xxx; 19X1,
$xx,xxx)
Accounts receivable, less allowances
for bad debts: 19X2, $x,xxx; 19X1,
$x,xxx (notes 3 and 6)
Installment accounts receivable, net
of deferred income: 19X2, $x,xxx;
19X1, $x,xxx (note 1)
Inventories, at LIFO (note 6)
Prepaid expenses

$ X X , xxx

$

X X ,x x x

XX, x x x

XX, x x x

X X ,x x x

X X ,x x x

XX, xxx

X X ,x x x

X X ,x x x

X X ,x x x

XX, xxx

X X ,x x x

XX,xxx

X X ,x x x

XX, xxx

X X ,x x x

X X ,x x x

X X ,x x x

X X ,x x x

X X ,x x x

x,xxx

X , xxx

$xxx,xxx

$xxx,xxx

$

$ X X , xxx

Total current assets
Advances to affiliate (note 3)
Investment in affiliate, at cost
Property, plant, and equipment, at cost
less accumulated depreciation and
amortization: 19X2, $xx,xxx; 19X1,
$xx,xxx (notes 1, 2, 5, and 6)
Cash surrender value of life insurance
on officers (face amount $xxx,xxx)
Total assets

19X1

Liabilities
Current liabilities
Accounts payable
Construction loan payable (note 1)
Current maturities of long-term debt
Accrued expenses
Income taxes payable (note 2)
Total current liabilities
Long-term debt, less current maturities (note 6)
Stockholders’ equity
Common stock, $xx par value, authorized
x,xxx shares, issued and outstanding,
xxx shares
Additional paid-in capital
Retained earnings

X X ,x x x
X X ,x x x

XX, xxx

X X , xxx

XX, xxx

X X ,x x x

X X ,x x x

X X ,x x x

X X ,x x x

X X ,x x x

X X ,x x x

XX, xxx

X X ,x x x

x,xxx

x,xxx

X X ,x x x

X X ,x x x

X X ,x x x

X X ,x x x

Total stockholders’ equity

XX, xxx

X X ,x x x

Total liabilities and equity

$xxx,xxx

$xxx,xxx

The accompanying notes are an integral part of these financial statements.
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ABC Company
Statements of Income
F or the Years Ended Decem ber 31, 19X2 and 19X1
(Federal Income Tax Basis of Accounting)
19X2
Revenues
Sales, less returns and allowances:
19X2, $x,xxx; $19X1, $x,xxx (note 3)
Deferred income on installment sales
Deferred income recognized
Dividends received from affiliate (note 1)
Interest
Gain on sale of building
Nontaxable interest

$

Expenses (notes 1 and 5)
Cost of sales
General & administrative
Selling
Other
Income before federal income taxes
Federal income taxes (notes 1, 7, and 8)
Net income

X X ,X X X

19X1

$

( x,xxx)
x,xxx
x,xxx
x,xxx
x,xxx
x,xxx

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

x,xxx

x,xxx

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X
$

X X ,X X X

( x,xxx)
x,xxx
x,xxx
x,xxx
x,xxx
x,xxx

X X ,X X X

X X ,X X X
$

X X ,X X X

The accompanying notes are an integral part of these financial statements.

ABC Company
Statements of Retained Earnings
F or the Years Ended December 31, 19X2 and 19X1
(Federal Income Tax Basis of Accounting)
19X2
Balance, beginning of year
Net income
Less dividends

$

Balance, end of year

$

X X ,X X X

19X1
$

X X ,X X X

X X ,X X X

X X ,X X X

(xx,xxx)

(xx,xxx)

X X ,X X X

The accompanying notes are an integral part of these financial statements.

$

X X ,X X X
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ABC Company
Notes to Financial Statements
(Federal Income Tax Basis of Accounting)

Note 1 - Summary of Significant Accounting Policies
Basis o f Accounting. The accompanying financial statements have been prepared on the accrual method of accounting
used for federal income tax purposes. Although income tax rules are used to determine the timing of the reporting of
revenues and expenses, nontaxable revenues and nondeductible expenses are included in the determination of net in
come. Significant accounting policies used under this method are described below.
Installm ent Sales an d R elated R eceivables. Gross profit on certain installment sales is presented as deferred income in the
balance sheet and not recognized in income until the related receivables are collected.
Property, Plant, an d Equipm ent. Property, plant, and equipment and leasehold improvements are recorded at cost (see
note 5). Depreciation of property, plant, and equipment is provided on the double-declining-balance method over the
estimated useful lives of the assets. Amortization of leasehold improvements is provided on the straight-line method over
the term of the lease or the estimated useful lives of the improvements, whichever is shorter.
Interest on the xx% construction loan to finance construction of the company’s combined shopping center and head
quarters facility in East Wherever is charged to expense as incurred. Real estate taxes on that property are also expensed
as incurred. (Other matters that would be disclosed in the Summary of Significant Accounting Policies include the ac
counting followed for matters such as involuntary conversions, severance awards, exchanges of similar property, and tax
elections that have a material effect on the financial statements.)
Note 2 —Commitments and Contingencies
The company has a commitment of $xx,xxx for completion of a building.
The company maintains a defined benefit pension plan that covers substantially all employees.
The company is involved in litigation involving a claim for $xx,xxx, which, in the opinion of the company’s legal counsel,
is not expected to result in an award that would have a materially adverse effect on the company’s financial position.
The Internal Revenue Service has examined the company’s income tax returns through 19X0 or the period during
which such returns could be examined has expired. No examinations were under way or completed during 19X2.
Note 3 —Transactions With Related Parties.
Accounts receivable and advances to affiliate at December 31, 19X2, and December 31, 19X1, and sales in 19X2 and
19X1 included amounts resulting from transactions with L Corporation, an affiliated company. Advances to affiliates con
sist of $xx,xxx advance to L Corporation at an effective interest rate of xx%.
Note 4 - Leases
The company leases office space and certain data processing and other equipment under leases for varying terms.
Note 5 —Property, Plant, and Equipment
Property, plant, and equipment consisted of the following.
D ecem ber 31,
19X2
Land
Building
Equipment
Leasehold improvements
Construction in progress
Less accumulated depreciation
and amortization

D ecem b er 31,
19X1

$xx,xxx

$xx,xxx

XX ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

x,xxx

x,xxx

X X ,X X X

X X ,X X X

XX ,X X X

X X ,X X X

x,xxx

x,xxx

$xx,xxx

$xx,xxx

Depreciation expense was $x,xxx in 19X2 and $x,xxx in 19X1.
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Note 6 - Long-term Debt
Long-term debt consisted of the following.

Notes payable, bank
Due in quarterly install
ments of $x,xxx until
December 31, 19Y2, plus
interest at xx%, collateral
ized by receivables and inven
tory
Mortgage payable
Due in quarterly payments
of $x,xxx until December
31, 19Z2, including in
terest at xx%, collateralized
by land and building

D ecem ber 31,
19X2

D ecem ber 31,
19X1

$xx,xxx

$xx,xxx

xx,xxx

xx,xxx

Less current maturities

xx,xxx
xx,xxx

xx,xxx
xx,xxx

Long-term portion

$xx,xxx

$xx,xxx

Note 7 - Subsequent Event
In February 19X3, a fire at the company’s plant destroyed $xx,xxx of inventory. The company has filed a claim with its
insurance carrier for the full amount of the loss.
Note 8 - Income Taxes
The company benefitted from investment tax credits of $x,xxx in 19X2 and $x,xxx in 19X1.
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APPENDIX G
COMPARATIVE ILLUSTRATION OF FINANCIAL STATEMENT DISCLOSURES

Disclosures Under Minimum Disclosure Guidelines
ABC Company
Notes to Financial Statements
(Federal Income Tax Basis of Accounting)
Note 1 - Summary of Significant Accounting Policies

Disclosures That Would Be Required for GAAP
Financial Statements
ABC Company
Notes to Financial Statements
Note 1 - Summary of Significant Accounting Policies

Basis o f Accounting. The accompanying financial state
ments have been prepared on the accrual method of ac
counting used for federal income tax purposes. Although
income tax rules are used to determine the timing of the
reporting of revenues and expenses, nontaxable revenues
and nondeductible expenses are included in the determi
nation of net income. Significant accounting policies used
under this method are described below.
Installm ent Sales an d R elated R eceivables. Gross profit
on certain installment sales is presented as deferred in
come in the balance sheet and not recognized in income
until the related receivables are collected.
Property, Plant, an d Equipm ent. Property, plant, and
equipment and leasehold improvements are recorded at
cost (see note 5). Depreciation of property, plant, and
equipment is provided on the double-declining-balance
method over the estimated useful lives of the assets. Am
ortization of leasehold improvements is provided on the
straight-line method over the term of the lease or the esti
mated useful lives of the improvements, whichever is
shorter.
Interest on the xx% construction loan to finance con
struction of the company’s combined shopping center and
headquarters facility in East Wherever is charged to ex
pense as incurred. Real estate taxes on that property are
also expensed as incurred. (Other matters that would be
disclosed in the Summary of Significant Accounting Poli
cies include the accounting followed for matters such as
involuntary conversions, severance awards, exchanges of
similar property, and tax elections that have a material ef
fect on the financial statements.)

Property an d D epreciation. Property and equipment are
recorded at cost. D epreciation is provided on the
straight-line method over the estimated useful lives of the
respective assets. Maintenance and repairs are charged to
expense as incurred; major renewals and betterments are
capitalized. When items of property or equipment are
sold or retired, the related cost and accumulated depreci
ation are removed from the accounts, and any gain or loss
is included in income (the results of operations).

Inventories. Inventories are generally stated at cost de
termined by the last-in, first-out (LIFO) method, which is
not in excess of market.
Investments. The company’s investment in 30% of the
common stock of L Corporation is carried at the com
pany’s equity in the net assets of L Corporation. The com
pany reports as income its equity in the net income of the
L Corporation.
Incom e Taxes. Deferred income taxes are provided on
timing differences between financial statement and in
come tax reporting, principally from the use of the install
ment sales method of accounting for income tax purposes.
Investment tax credits are recorded as a reduction of the
provision for income taxes.
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E m ployee Benefits. The company has a pension plan cov
ering substantially all employees. Pension plan expense is
determined based on the actuarial cost (entry age normal
method) of current service and amortization of prior ser
vice costs over a thirty-year period. The company’s policy
is to fund pension cost accrued.
Leases. Leases that meet certain criteria are classified as
capital leases, and assets and liabilities are recorded at
amounts equal to the lesser of the present value of the
minimum lease payments or the fair value of the leased
properties at the beginning of the respective lease terms.
Such assets are amortized evenly over the related lease
terms or their economic lives. Interest expense relating to
the lease liabilities is recorded to effect constant rates
of interest over the terms of the leases. Leases that do not
meet the foregoing criteria are classified as operating
leases, and related rentals are charged to expense as in
curred.
Note 2 —Commitments and Contingencies

Note 2 - Commitments and Contingencies

The company has a commitment of $xx,xxx for comple
tion of a building.
The company maintains a defined benefit pension plan
that covers substantially all employees.
The company is involved in litigation involving a claim
for $xx,xxx, which, in the opinion of the company’s legal
counsel, is not expected to result in an award that would
have a materially adverse effect on the company’s finan
cial position.
The Internal Revenue Service has examined the com
pany’s income tax returns through 19X0 or the period dur
ing which such returns could be examined has expired.
No examinations were under way or completed during
19X2.

The company has a commitment of $xx,xxx for comple
tion of a building under construction.
(See note 10)
The company is involved in litigation involving a claim
of $xx,xxx, which, in the opinion of the company’s legal
counsel, is not expected to result in an award that would
have a materially adverse effect on the company’s finan
cial statements.

Note 3 - Transactions With Related Parties

Note 3 - Transactions With Related Parties

Accounts receivable and advances to affiliate at Decem
ber 31, 19X2, and Decem ber 31, 19X1, and sales in 19X2
and 19X1 included amounts resulting from transactions
with L Corporation, an affiliated company. Advances to
affiliates consist of $xx,xxx advance to L Corporation at an
effective interest rate of xx%.

Accounts receivable included $x,xxx at December 31,
19X2, and $x,xxx at December 31, 19X1, due from L Cor
poration, an affiliated company, and sales included $x,xxx
in 19X2 and $x,xxx in 19X1 resulting from transactions
with L Corporation.
Advances to affiliate consist of $xx,xxx advanced to L
Corporation at an effective interest rate of xx%.
Note 4 - Inventories
Inventories consisted of the following.
D ecem ber 31,
19X2
Raw materials
Work in process
Finished goods
Parts and supplies

D ecem b er 31,
19X1

$ xx,xxx
xx,xxx
xx,xxx
x,xxx

$ X X , xxx

$ xx,xxx

$ XX,xxx

X X , xxx
XX, xxx

x,xxx
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Note 4 - Leases

Note 5 - Rent Expense and Lease Commitments

The company leases office space and certain data proc
essing and other equipment under leases for varying
terms.

The company has operating leases covering office space
and certain data processing and other equipment. Rent
expense relative to these leases was $xx,xxx and $xx,xxx in
19X2 and 19X1, respectively. At December 31, 19X2, the
minimum rental payments under noncancellable operat
ing leases with a term in excess of one year were as fol
lows.
19X3
19X4
19X5
19X6
19X7
Thereafter

$ xx,xxx
xx,xxx
xx,xxx
xx,xxx
xx,xxx
xx,xxx

In addition, the company has capital leases for certain
equipment. Assets recorded under capital leases con
sisted of
D ecem b er 31,
19X2
19X1
Equipment
Less accumulated depreciation

$ xx,xxx
xx,xxx

$ xx,xxx
xx,xxx

$ xx,xxx

$

X X , xxx

At December 31, 19X2, the future minimum lease pay
ments for these capital leases were as follows.
19X3
19X4
19X5
19X6
19X7
Thereafter

$ xx,xxx
xx,xxx
xx,xxx
xx,xxx
xx,xxx
xx,xxx

Total minimum lease payments
Less amount representing interest
Total obligations under
capital lease s
Less obligations due within
one year
Long-term obligations under
capital leases
$

xx,xxx
xx,xxx
xx,xxx
xx,xxx
xx,xxx
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Note 5 - Property, Plant, and Equipment

Note 6 - Property, Plant, and Equipment

Property, plant, and equipment consisted of the follow
ing.

Property, plant, and equipment consisted of the follow
mg.

D ecem ber 31,
19X2
19X1
Land
Building
Equipment
Leasehold improvements
Construction in progress
Less accumulated depreciation
and amortization
Net

$xx,xxx

$xx,xxx

X X ,X X X

X X ,X X X

X X ,XXX

X X ,X X X

x,xxx

x,xxx

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

x,xxx

x,xxx

$xx,xxx

$xx,xxx

D ecem b er 31,
19X2
19X1
Land
Building
Equipment
Leasehold improvements
Equipment under capital leases
Construction in progress
Less accumulated depreciation
and amortization
Net

Depreciation expense was $x,xxx in 19X2 and $x,xxx in
19X1.
Note 6 - Long-term Debt

Less current maturities
Long-term portion

X X ,X X X

X X ,X X X

X X ,X X X

x,xxx

x,xxx

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

x,xxx

x,xxx

$xx,xxx

$xx,xxx

Depreciation expense was $x,xxx in 19X2 and $x,xxx in
19X1.

Long-term debt consisted of the following.

D ecem ber 31,
19X2
19X1

Mortgage payable
Due in quarterly payments
of $x,xxx until Decem ber
31, 19Z2, including interest at xx%, collateralized by land and building

$xx,xxx

X X ,X X X

Note 7 —Long-term Debt

Long-term debt consisted of the following.

Notes payable, bank
Due in quarterly installments of $x,xxx until
Decem ber 31, 19Y2, plus
interest at xx%, collateralized by receivables and
inventory

$xx,xxx

$xx,xxx

$xx,xxx

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,XXX

X X ,X X X

$xx,xxx

$xx,xxx

D ecem b er 31,
19X2
19X1
Notes payable, bank
Due in quarterly installments of $x,xxx until
December 31, 19Y2, plus
interest at xx%, collateralized by receivables and
inventory
Mortgage payable
Due in quarterly payments
of $x,xxx until December
31, 19Y2, including interest at xx%, collateralized by land and building
Less current maturities
Long-term portion

$xx,xxx

$xx,xxx

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

$xx,xxx

$ X X ,X X X

Maturities of long-term debt for each of the next five
years are:
19X3
19X4
19X5
19X6
19X7

$xx,xxx
X X ,X X X
X X ,X X X
X X ,X X X
X X ,X X X
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Note 8 - Income Taxes

Note 8 - Income Taxes

The company benefitted from investment tax credits of
$x,xxx in 19X2 and $x,xxx in 19X1.

Income tax expense for the years ended December 31,
19X2 and 19X1, consists of the following.
19X2
Taxes currently payable
Federal
State

$

X X ,X X X

19X1
$

Less investment tax credits
Deferred taxes
Federal
State

X X ,X X X

X X ,X X X

(xx,xxx)

(xx,xxx)

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X
X X ,X X X

X X ,X X X
$

X X ,X X X
X X ,X X X

X X ,X X X

X X ,X X X

$

X X ,X X X

Deferred income taxes on the balance sheet will be
reflected as a reduction of income tax expense in later
years as timing differences reverse.
Income tax expense of each year varies from the
amount that would be obtained by applying statutory in
come tax rates to income before income taxes principally
because income for financial statement purposes includes
interest on municipal obligations not subject to federal in
come taxes.
Note 7 - Subsequent Event

Note 9 - Subsequent Event

In February 19X3, a fire at the company’s plant de
stroyed $xx,xxx of inventory. The company has filed a
claim with its insurance carrier for the full amount of the
loss.

In February 19X3, a fire at the company’s plant de
stroyed $xx,xxx of inventory. The company has filed a
claim with its insurance carrier for the full amount of the
loss.
Note 10 - Pension Plan
Total pension expense was $xx,xxx in 19X2 and $xx,xxx
in 19X1.
The actuarial present value of accumulated plan
benefits and the plan net assets for the company’s pension
plan are presented below.
D ecem b er 31,
19X1
19X2
Actuarial present value of
accumulated plan benefits
Vested
Nonvested
Net assets available for benefits

$

X X ,X X X

$

X X ,X X X

X X ,X X X
X X ,X X X

$

X X ,X X X

$

X X ,X X X

$

X X ,X X X

$

X X ,X X X

The actuarial rate of return used to determine the actu
arial present value of accumulated plan benefits is xx%.
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Note 11 - Investment in L Corporation
The quoted market price of L Corporation’s common
stock was $xx as of December 31, 19X2, and $xx as of D e
cember 31, 19X1. The company owns xx,xxx shares, rep
resenting a 30% interest.
The financial position and results of operations of L
Corporation for 19X2 and 19X1 are summarized below.
19X2

19X1

$ X X ,X X X

$ X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

X X ,X X X

Total liabilities and equity

$ X X ,X X X

$ X X ,X X X

Net income

$ X X ,X X X

$ X X ,X X X

Assets
Current assets
Property and equipment
Other assets
Total assets
Liabilities
Current liabilities
Long-term liabilities
Total liabilities
Equity

Note 12 - Interest
Interest expense incurred was $xx,xxx in 19X2 and
$xx,xxx in 19X1, of which $xx,xxx in 19X2 and $xx,xxx in
19X1 was capitalized as part of construction in progress in
accordance with the requirements of FASB Statement no.
34.
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